JSTOR is a not-for-profit service that helps scholars, researchers, and students discover, use, and build upon a wide range of content in a trusted digital archive. We use information technology and tools to increase productivity and facilitate new forms of scholarship. For more information about JSTOR, please contact support@jstor.org.
Introduction
indicating that increases in sales tax rates explain some of the observed substitution of services for tangible goods. 7 The focus on efficiency does not diminish the importance of equity, administrative, and compliance issues. As the reader is aware, efficient policies tend to infringe on some notions of equity: Some efficient policies are simply not practical. The conclusion attempts to put these issues in perspective. 8 Nordhaus (1997) reports that rapid productivity growth reduced the price of electricity and, therefore, relative spending on industrial production of light: The price declined even though light is an extraordinarily useful commodity. Results appear similar in agriculture: During the past century, productivity growth in agriculture has been high, prices have declined, and food spending has declined enormously as a share of total spending since demand for food is relatively inelastic. (ii) Moving to a consumption tax dominates base broadening.
(iii) Replacing sales taxes with higher income taxes could produce large efficiency losses. Empirical values are unknown for v|/, which controls the elasticity of substitution between goods and services (namely, 1/(1 ? \J/)) and ?, the relative intensity of preferences for goods and services. However, \|/ and ? determine the fraction of house hold consumption spending on untaxed commodities, which is about 60% of personal consumption spending. To deliver this value, v|/ is set equal to 0.5, and ? is set equal to 0.47.38 In the sensitivity analysis, \J/ is allowed to vary from ?2.0 to 0.9, while ? is adjusted to maintain a ratio of untaxed commodities to consumption spending equal to 60%. This does not affect the results. Initially, bi, the fraction of sales tax revenue resulting from taxation of business inputs, is set to equal to 41%. This is the average value, across all states, estimated by Ring (1999). Ring also reports that the highest value is 72% and that the lowest value is 11%. Allowing bi to take these values does not affect the paper's conclusions.
